
Jay Bennett
Director
federal Regulatory Relations

1275 Pennsylvania Avenue, NW ,Suite 4'1
Washington, D.C 20004
(202) 383-6429
fax 12021347-0320 EX PARTE OR LATE FILED

PACIFIC CTELESIS,"
Group-Washington

JUly 12, 1996

EX PARTE

William F. Caton
Acting Secretary
Federal Communications Commission
Mail Stop 1170
1919 M Street, N.W., Room 222
Washington, D.C. 20554

Dear Mr. Caton:

RECEIVED

JUl 12 '996\
Federal Communications Commission

Office of Sacretary

Re: CC Docket No. 96-98, Implementation of the Local Competition Provisions in the
Telecommunications Act of 1996

In response to a staff inquiry, the attached information was delivered today to Mr.
Anthony Bush, Mr. Bill Sharkey and Mr. Jim Schlichting. The requested material
describes the treatment of capital costs in the Cost Proxy Model. Please associate this
with the above referenced proceeding.

We are submitting two copies of this notice in accordance with Section 1.1206(a)(1) of
the Commission's rules.

Please stamp and return the provided copy to confirm your receipt. Please contact me
should you have any questions.

Sincerely,() 6/
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i~_... chments

cc: A. Bush
B. Sharkey
J. Schlichting
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To describe the methodology thIlldentifies capital COst facton that can be applied to incnmental
m.ment. Capital costs are made up ofRetum and Income Taxes (JUT), depreciation expense,
aDd Operating Taxes.

The following is a briefoverview oftho developmem ofthe capital cost factors. Following this
section is a thorough discussion on the development ofthe R1T factor.

Returu aad Income Taxes
Return and income tax doUars are developed for each year ofan investment's economic life.
Next from the yearly RIT dollars, 'venp lIUWalllIT dollars are developed. Ifthe oriSiDal
inve&tment is one dollar, the average annuallUT dollars is actUally a factor that can be applied to
incremental investment.
Depreciation Expense
Depreciation expense is developed usinI the estimated economic life. The depreciation factor is
the depreciation rate which is:

Operating Taxes
The operating Tax Factor is identified as a relationship of Other Operating Taxes to Gross
lDvestment.

M
DefiDiUODS
The following is the definition for the rate ofreturn (r)

r conve

where: T - rate ofreturn
".= % ofISF that is equity
T. == retum on equity
rd- return on debt



The followiD& is the definition for the Net Investment Base (NIB) (i.e.• the Rate Base) for year i
(assumma an investment of SI'):

.~R, =NIB1-1 - RD. - tt: x(1D,-BD,) 1

where: NIB == Net Investment Due
BD - Book Depreciation (based on Ronomic lives)
tf - composite tIX rite
TD - tlX depreciation

For the previous equation to be used for a mid-year convention. the foIIowins will be used:

[8.01 :;; (t»)( (depreciation/actor) )

Calculation ofannual RIT
To calculate annual RIT which is a combination ofthe mum and income taxes:

~T=R + 11
~:N1B XT )

where: R = R.eturn
NIB c Net InvatmeDt Base
r - rate ofretum
T=Income Taxes
tf = composite tax rate
r" .. return on equity
%" c % ofISF that is equity

An Ul\utmeRl of 51 is used 10 devcJop alevcJized RIT factor which then QD be applied to lO\Il gross
in\'csuncru



to yield:

RJT=NIB x &+ "":~f")

=NJB x (%. )(~. ++(1 -%.) x '1+ "1·~::")

;;;NIB x(~'lIr.+t(l-::)""".(H.»)

where: NIB eo: Net Investment Base
r - flte ofreturn
T = Income Taxes
If: - composite tax rate
'. - return on equity
r~ = return on debt
". - % oftSF that is equity
r· - after tax rlte of return

Present Value of RIT for dae eeoDomit life of the investment
The foJ]owing equation is the pretent value ofRlT for the life of the investmem2;

PV(R/1). f {1J",.[~]} +s+/ x /1 +,..
,.1 (1.,.-),

where: L = :Economic Life
NIB • Net Investment Base
,. - after tax rate of..um
If: - composite tlX rate
s - net of salvage leu cost ofremoval
f- interest during construction

Bec:ause 1M ecoaomic r.lIIUIIly" DOt JtIICDI& I wbole InIDIber for book life. \be final year'. values
will be smaller..\LIe ODly a poni9Il atdtc year ....._ before abe ill\'ellll\Old ... fully depreda1ll1 nis will
DOt cause a major impIct lor the final year ofUMamalI will be minimal after it has been pracnt valued.



A_uaIbled RIT factor
Oace the PV ofRIT over the life oCtbe investment bas been calculated, an annuity can be
devetoped creating an annuallUT factor:

~_·~z: ]
where: L • Economic Life

NIB ::: Net Investmem Bue
r· .. Ifter tax rate of return
I~· composite tax rate

~
The following {acton are applied to iDcremental gross investment using the foUowing f~ull5 to
produce unit RIT and depreciation dollars.

ForlUT:

TcostsF/te • IncflmentQllnvest",entFCR x RlTjQCtorFRC

For depreciation:

For Operating Taxes:

Operati"g Tar erpenS1nte = Incrf1Mnltll/nwmnentFCR x OplTating T_Iactorncc


